Business owners have a variety of options when planning their exit strategy, such as (1) an initial public offering; (2) sale to a strategic buyer; (3) sale to a financial buyer; (4) stock redemption; (5) sale to management; and 6) an ESOP.
Knowing every owner has different priorities and goals, it is important to explore all the of the options above until you find the right fit. For owners that are focused on flexibility, tax advantages, their employees' wellbeing, and their legacy, an ESOP may be the right solution for them.
An ESOP can prove to have many benefits for selling shareholder(s), the company and employees. At the company level, the ESOP may eliminate or reduce the corporate tax liability while employees receive a free retirement benefit.
Owners can sell part or all of their stock to an ESOP and defer, or with proper planning, potentially avoid the capital gains tax associated with the sale. For an owner to receive these tax benefits, they have to elect section 1042 of the Internal Revenue Code. A 1042 tax deferred stock sale to an ESOP has specific qualifications. Some qualifications are, (1) the company must be taxed as a C corporation at the time of the sale, (2) the ESOP must own at least 30% of the sponsoring company after the sale and (3) the selling shareholder must reinvest the proceeds into qualified replacement property (QRP). If the QRP is passed into the shareholder's estate after the shareholder passes, the beneficiaries may avoid capital gains tax altogether by receiving a step up in basis.
As previously mentioned, this deferral is not available when an ESOP purchases shares of an S corporation; it is only available for C corporations. With proper planning, many business owners have converted their company from an S to C-Corporation to be eligible to elect a 1042 deferral. They may choose to convert back to an S corporation post-transaction, but business owners should be aware that under IRS regulations, there is a five year waiting period in order to convert back to an S status. A thorough analysis conducted by our team and trusted partners will analyze the benefits of this.
When ESOPs were first created S corporations could not have ESOPs because a tax-exempt trust (e.g., ESOP) could not be an S corporation shareholder. However, legislation passed in 1996 and 1997 by Congress allowed ESOPs and other employee benefit trusts to own stock in an S corporation. Therefore, because an ESOP is a taxexempt trust and an S corporation is a flow through entity, any profits attributable to the ESOP's ownership of stock in an S corporation are not subject to federal income tax. Most states follow this provision in their own tax laws. Using the example of a 49% ESOP, the ESOP pays no tax on 49% of its income. The ultimate tax benefit comes in a 100% S corporation ESOP because no tax is paid at the federal and most states level.
In a C corporation, there is more tax planning that is involved. However, when structured properly the C corporation allows for the selling shareholder to defer the capital gains tax associated with the sale and the corporation can operate in a tax advantaged basis; which can be, in some instances, nontaxable due to payroll deductions. Using the C corporation example, the taxable income of the company can be largely mitigated if not eliminated by three specific deductions attributable to the ESOP. (1) Interest on the transaction indebtedness is deductible to the corporation. (2) The corporation can contribute up to 25% of covered compensation under Internal Revenue Code section 404(a)(9) and create a further dollar for dollar deduction to the corporation's taxable income. (3) The corporation can pay a deductible dividend to the ESOP that is then used by the ESOP to pay down on its debt and create another dollar for dollar deduction to reduce the corporation's taxable income. In many instances (unless the company is incredibly profitable with a smaller number of employees payroll), the ESOP sourced deductions significantly reduce, if not totally eliminate the taxable income of the corporation. Whenever deductions are gained from the ESOP, allocations within the ESOP are made to ESOP participant accounts. So, in an S to C back to S scenario, there may be a faster release of shares allocated to the participants in the ESOP during the C corporation period as the tax deductions are desired to reduce the taxable income of the corporation.
After considering both the S corporation structure and the C corporation structure, it is imperative that business owners have their advisors run an analysis to see if there would be any tax leakage in the C corporation scenario. As a result of most companies already being taxed as an S corporation, it is becoming increasingly common and could make financial sense for an enterprise to convert from an S corporation to a C corporation and effect a 100% stock sale to an ESOP with a 1042 election (and then reelect S status on the first available year after the expiration of five taxable periods.) If this is done properly, in a 100% sale, you can perfect a section 1042 tax deferred sale of stock to an ESOP as a C corporation, wait five taxable periods, and then reelect S (and operate tax free moving forward) which, as the case study shows, is potentially getting the best of both worlds.
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